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The Attorney General of the State of Alabama, on behal;
of Alabama ratepayers of telecommunications services,
submits the fcllowing comments in Docket 28590. The
Alabama Public Service Commission has published three
regulatory agreements for review. Although these agreements
share common provisions, the three plans are independent
versions of a proposed revision of the Price Regulation
Plan adopted by the Commission in Joint Dockets 24499,
24472, 24030 and 24865, commonly referred to as the
September 20, 1995, Local Competition Order (hereilnafter
the “1995 Local Competition Order.”)
The PSC staff developed one of the plans (hereinafter

the "“Staff Plan”) after reviewing the proposals submitted




by the independent ILECs (hereinafter the “Rural LEC
Plan”), and BellScuth (hereinafter the ™“Metroc Pricing
Flexibllity Plan” or “MPFP.”) The staff developed its plan
without any meetings or consultation with consumers or the
Attorney General. Apparently, “{iln late 1998, the APSC
staff initiated discuséions with wvarious segments of the
telecommunications industry regarding renewal of the 1985
Streamlined Regulation Plan....” Petition For Adoption of
Streamlined Regulation Plan, 9 4, Alabama Public Service
Commission Docket 28590, submitted on behalf of Rural LECs
(January, 2003). The Attorney General was not aware of
these discussions and was not invited to participate in any
discussions of the plan in 1998.

Several days prior to December 7, 2001, representatives
of the Attorney General became aware that the PSC staff was
working on the Staff Plan. The PSC staff assured
representatives of the Attorney General that the Attorney
General would be able to participate in the meetings on the
revision of the Staff Plan. The Attorney General was never
invited to participate in any meetings and, upon inguiry,
the PSC staff notified representatives of the Attorney

General that the Staff Plan was on hold.



The independent ILECs filed proposed revisicns to the
1995 Local Competition Order in January, 2003, and
BellSouth filed the Metrc Pricing Flexibility Plan on July
3, 2003. On September 22, 2003, the Commission ordered
comments submitted on the Staff Plan, the Rural LEC Plan
and the Metro Pricing Flexibility Plan on or before October
31, 2003.

The Attorney General, on behalf of Alabama consumers,
hired an expert to review the proposed revisions to the
1895 Local Competition Order and requested an extension of
time fo submit comments. Dr. Marvin H. Kahn, an economist
who 1s an expert in the field of telecomnunications,
reviewed the proposed revisions to  the 1985 Local
Competition Order and assisted the Attorney General in
evaluating the plans. Dr. Kahn also represented the Office
of the Attorney General in developing the 1995 Local
Competition Plan. His technical analysis for this
proceeding is attached as Exhibit A and incorporated by

reference in these comments.

I. DISCUSSION OF COMMON ISSUES RELEVANT TO THE STAFF PLAN,
THE RURAL LEC PLAN, AND THE METRO PRICING FLEXIBILITY
PLAN



All three agreements need Lo be revised to incorporate
the negotiated language that is an essential part of any
agreement. The Commission staff wrote 1its plan to satisfy
the concerns of the staff. BellSouth wrote the Metro
Pricing Flexibility Plan incorporating only the terms and
conditicns necessary to meet the needs of the company.
Likewise, the Rural LEC plan was written to satisfy the
needs of the independent companies. The Attorney General
recommends that the Commissicon schedule a meeting for
participants to negotiate the actual language of any
regulatory agreement that the Commissicn plans to approve
for use in the State of Alabama.

A negotiated regulatory agreement will resolve many of
the unanswered guestions about the three plans. For
example, the Staff Plan gives an ILEC 60 days to elect
price regulation in lieu of rate of return regulation. If
a company initially chooses rate of return regulation, the
Staff Plan does not provide a procedure for an election of
price regulation after the expiration of the initial 60-day
time pericd. There are many other unanswered gquestions. A
negotiated regulatory agreement would provide much greater

detail on the proposals at issue in this docket.



Not only were the three proposals written to satisfy
'the concerns of the drafting parties, much of the language
used in the agreements is confusing, ambiguous and vague.
For example, the definitional section in the Staff Plan
goes beyond defining terms to creating presumptions that
certain new unnared, undefined services will be
“presumptively” defined as non-basic. Staff Plan, 1 2G.
The definition of non-basic states that the presumption
“shall” be mandatory “unless the Commission determines
otherwise.” Id. There is no provision for anycne to
challenge whether a new service should be classified as
rion—-pasic. Any classification of new services mnust be
addressed in the operative part of the agreement after the
new service 1is identified. This is only one example of
many uses of confusing, ambiguous, and vague language in
the proposals, Scheduled meetings of the parties to
negotiate, c¢larify, and explain certain provisions of the
plans will result in more effective regulatory agreements.

All three proposed regulatory agreements give the
companies certain rate increases without requiring any

supporting data Jjustifying the increases. The Rural LEC

plan provides that the “ILEC will provide supporting



documentation with each tariff price change filing when
necessary to demonstrate that the price change complies
with the tariff pricing rules in Section 1.05.” {(emphasis
added) Rural LEC Plan at 4, 9§ 1. The tariff pricing rules,
on the other hand, do not contain any standards for the
submission of supporting documentation. Id. at 4-7, 1
1.05.

The PSC may not pre-approve rate increases for the
companies without investigating whether or not the
increases are fair, Jjust, and reasonable to the public.
See Ala. Code § 37-1-80(Db}(1992). The Staff Plan provides
that basic service increases are limited to three percent
on an annual basis. Staff Plan at 6, ¥ B. The example of
such a filing is supposed to be contained in Appendix B,
unfortunately; the proposed plan does not contain an
Appendix B. Certain non-basic price increases are limited
to five percent and others are limited to ten percent.
Staff Plan at 7-9. (The other proposed plans have similar
percentage limits.) The PSC staff does not provide any
evidence indicating why the staff selected these particular

percentage limits and until such evidence is available for



review, the Attorney General will not agree to the proposed
percentage limits.

The three proposals do not provide a complete procedure
for selling a service below cost. For example, the Staff
Plan allows an ILEC, with Commission approval, to price a
service below TSLRIC and/or UNE prices in order to meet the
equally low price of a competitor. Staff Plan at 7, { 4.
The Staff Plan provides that revenue shortfalls from below-
cost pricing may not be recovered from universal service
funding. There 1s no provision 1in the Stafi Plan
prohibiting an ILEC from recovering revenues lost as a
result of its below-cost pricing from rates paid by other
customers. This practice should not be allowed without
further study on whether this practice will result in
discriminatory rates between customer classes. In a
competitive environment, the PSC must not create a new setl
of subsidized prices that will bar efficient entry and
prevent loss of customers. Maybe the company with the
lowest price should get the customer without any assistance
from regulators.

The Staff Plan, the Rural LEC Plan and the Metro

Pricing Flexibility Plan, all require commission approval



for certain actions. Commission approval is never defined.
Section 37-1-96 provides that “[n]Jo order shall be made by
the comﬁission affecting any rate or service, except as
otherwise specifically provided, unless or until a public
hearing has been held in accordance with the provisions of

this title.” Ala. Code § 37-1-96(19%2). The plans need to

address whether commissicn approval will include notice and
a hearing or whether commission approval will be granted as
one of the statutory exceptions, and, 1f an exception,
designate the specific exception. The Attorney General
recommends that commission approval always reguire a vote
of the Commission after notice and a hearing.

All three proposals contain a paragraph allowing the
companies to adjust prices to recover through intrastate
rates the financial impact of certain state and federal
governmental mandates. As a policy matter, this provision
is inappropriate in a price cap regulatory agreement. Only
companies regulated under rate of return regulation should
be able to recover these costs. Any recovery of this type
should, at & minimum, require notice, a hearing, and an

order from the Commission.



The proposed plans 1limit & consumer’s right to
intervene and challenge a proposed rate. The 1995 Local
Competition . Order  expresslily provided  that “[tlariff
filings, alcong with any categorization of services as basic
or non-basic, will become eifective as filed, unless there
is intervention by a third party....” 1895  Local
Competition Order, ¢ 13.06. Under the 1885 Local
Competition Order, the Commission could order adjustments
to customers’ bills, if a particular, rate ultimately were
determined not to be just and reasonable.

The Staff Plan significantly restricts consumers’
rights to challenge a particular rate by expressly
reserving the right to the Commission, “in its discretion,”
to determine whether “suspension of a particular tariff is
necessary due to third party intervention....” Staff Plan,
q 4D. The Rural LEC Plan provides, in footnote 4 referring
to footnote 3 in a paragraph on tariffs disposition, that
suspensions for price increases to basic services are not
required due to third party interventions. Rural LEC Plan
at 4, 9 D, n. 3-4. The same plan provides, 1in Ifootnote 7
referring to footnote 4, that the “Commission will not

suspend” tariffs increasing the prices of non-basic



services. Id. at n. 4, n. 7. The Metro Plan provides that
the Commission may investigate a tariff and hold a hearing
on the tariff, on its own motion or by petition of another
party, but that the Commission may not suspend a tariff
pending the outcome of an investigation. MPEP, T 6. A1l
three proposed regulatory agreements restrict a consumer’s
right to challenge a proposed rate. These restrictions on
a consumer’s right to intervene in a rate proceeding and
challenge a rate are contrary to Alabama law.

The Alabama Legislature amended Title 37 in 1895 to
permit alternative methods of regulation. Section 37-1-
éO(b) of the Alabama Code provides for the regulation of
utility rates and services by methods other than rate of

return regulation. Ala. Cede § 37-1-80 (1992). This

amendment reconfirms that the Commission retains its
authority to establish rates and regulations for services
furnished by the utility that are fair, just, and
reasonable to the public. Id. Pursuant to this statutory
amendment, the PSC @stablish@d price cap regulation in the
1985 Local Competition Or@@xq The PSC may not use 1its
authority to implement alternative methods of regulation to

exclude consumers from participating in rate proceedings.
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The Alabama Supreme Court has held that, in rate

proceedings, the PSC sits as an impartial tribunal. See

Continental Telephone Company v. Alabama Public Service

Commission, 479 So. 2d 1195, 1200 (Ala. 1985). If the PSC

functions as an impartial tribunal, ratepayers must be
allowed .to participate in rate decisions by intervening in
proceedings. Otherwise, the P5C will only have information
from the company to consider in its decision of whether a
rate 1s fair, just, and reasonable to the public.

The Commission’s customer complaint procedures must be
revised to accommodate the changing regulatory environment.
More and more unregulated services are bundled with
regulated services and the PSC needs to be able to assist
Alabama consumers in resolving these complex 1ssues. The
current complaint procedures are even inadequate to assist
consumers in resolving billing issues on interstate

telephone calls.

II. THE METRO PRICING FLEXIBILITY PLAN
The Metre Pricing Flexibility Plan significantly
changes the regulatory procedures for BellSouth. The

company asserts that regulatory restructuring is necessary
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to allow the company to respond to changes in the market
for telecommunications. The Attorney General adrees that
changes in the market for telecommunications services can
reqguire changes in the structure of regulation and further,
the extent of competition in the market 1s a critical
determinant of the nature and extent of such changeé.

BellSouth believes that the retall telecommunications
market in Alabama 1is competitivé. Whether the retail
market 1s competitive is an issue , that is subject to
debate, particularly when the markets at issue are the
residential and small Dbusiness markets, While these
markets are open to competition, Dr. Kahn’s analysis proves
that the markets are not vyet competitive. Since
competition is not fully established in Alabama, the market
cannot be relied upon to discipline BellSouth’s actions.
The PSC must continue to ensure that Alabama ratepayers
have the option of purchasing local telephone service at a
regulated price.

The Attorney General dcoes not cobject to BellSouth
engaging in flexible pricing under the MPFP as long as the
company continues to provide a regulated offer of local

telephone service at the current price. If BellSouth
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agrees to continue providing local service to Alabama
ratepayers at the current price, customers will have a
choice of telephone offers. They may choose to purchase
the regﬁlated service or they may choose to purchase
services under the MPFP.

If the Commission approves the MPEFP, the Attorney
General specifically reguests that the regulatory agreement
be amended to incorporate the changes discussed throughout
this comment. The general issues discussed above that are
common to all three proposed regulatory agreements must be
incorporated intc the final draft of the MPFP.

Other issues are unique to the MPFP. Specific
proposals that must be incorporated into the MPFP, include,
put are not limited to, the following:

1. The definition of bundled services must be revised

to include BellSouth’s regulated services,
2. Standards must be developed for use of the term,
“competitive alternative.”

3. Deleticn of the term, “Presumptively (or Presumed)
Valid” throughout the agreement.

4. The agreement must be amended to provide that a

tariff may de denied if, after investigation, the
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tariff is found to violate the rules and
regulations as set forth in the MPFP, the tariff
violates any provision of Title 37, or the PSC
finds that the tariff is not in the public
interest because 1t is neot fair, just, and
reasonable to the public.

Commission approval 1is defined to require a vote
of the Commission after notice and a hearing.

A third party petition for intervention is timely,
if filed within the relevant time period. A
shorter periced for intervening may be required
when all potential parties receive actual notice
of a filing. BellScuth agrees to walive any notice
period for a hearing, if the P3C needs to schedule
the hearing in less than the usual time frame to
accommodate the relevant time period for issuing
an order on a rate.

If the P3C fails to act within a designated time
period, the company’s reqguest shall be deemed
denied rather than deemed approved.

The PSC retains its right to suspend tariffs under

Title 37. The PSC retains the right to suspend
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10.

11.

12.

and investigate an item on the Price List and, for
purposes of the investigation, an item on the
Price List will be treated as a tariff.

When a company chcooses to implement a tariff or a
price on the Price List during an investigation,
the PSC may order refunds or any other retrocactive
relief, if the tariff or price 1is denied or
modified after the investigation. The company
bears the risk of charging for a service that has
not been approved by the Commission.

The MPFEFP shall establish procedures for
notification and pricing of services that will be
eliminated, deemed obsclete, or grandfathered.

No services, other than basic services, may be
sold below LRIC.

The PSC will investigate whether the pricing rule

£

limit of five percent is fair, just, and
reasonable to the public and, after reviewing
evidence on the appropriate percentage, the PSC

will issue an order authorizing the appropriate

pricing rule percentage. The order shall include
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13.

14,

16.

the time frame for application of the designated
percentage.

BellSouth agrees to sell 1ts bundled services
throughout the state.

The filed rate doctrine will not apply to non-
tariffed services or services included in the
Price List.

The Commission will develop consumer protection
rules and regulations similar to those 1in effect
for non-regulated companies. These rules and
regulations will apply to the MPFP. Since there
are no precedents for consumer protection rules in
Alabama and to ensure uniformity among the states,
BellSouth must agree that the PSC may use as
precedents on consumer protection issues, any
decisions from Ficrida, Georgia, Kentucky,
Louisiana, Mississippil, North Carclina, Scuth
Carcliina, and Tennessee.

The Commission will develop dispute resolution
procedures for resolving customer complaints for
all bundled services that include regulated

services.
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17. Customer notification of price increases will
include the increases for all regulated prices and
all bundles that contain regulated services. The
notice must include a reasonable time to respond
to the price change and a specific date by which
the customer may cancel the service to avoid
paying the increase.

18. All filing and notice reguirements, including
transmittal letters, under the MPFP must include
the Attorney General.

19. Promotions and Customer Value Programs must be
available throughout the state to all customers in
all geographic areas and all wire centers.

20. In the event of a conflict between the MPFP and
Title 37, the provisions of Title 37 will prevail.

21. The paragraph on the effects of @ extraordinary
governmental actions must be deleted because the
paragraph is inconsistent with the purpose of the
MPFP.

Many of the issues listed above may be resolved through

informal  negotiations with  BellSouth. If informal

negotiations are not successful, the Attorney General
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recommends that the PSC include the MPFP in the workshop
requested on the Staff Plan or any similar workshop

proceeding.

IIT. CONCLUSION

The Attorney General recommends that the PSC designate
a workshop for reviewing and revising the Staff Plan. The
purpose of the workshop would be to clarify the language of
the agreement and to reconcile any differences between the
proposed regulatory agreement and the requirements of Title
37.

The Attorney General further recommends that any
decision on the Rural LEC Plan be delayed until competition
develops in the rural areas. The Attorney General does
not object to a specific regulatory agreement for rural
LECs, but the passage of the proposed Rural LEC plan is

premature at this time.

The MPFP, amended to incorporate the provisions
discussed in these comments, would benefit Alabama
ratepayers. Ratepayers throughout the state would have the

advantage of purchasing a regulated offer of local service

or purchasing telecommunications service under the MPFP.
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The Attorney General recommends approval of the MPFP and
the regulated offer of 1local service as soon as the
regulatory agreement is amended to include the protections
for ratepayers discussed in these comments.

Respectfully Submitted,

WILLIAM H. PRYOR JR.
ATTORNEY GENERAL

ASSISTANT ATTORNEY GENERAL

Office of the Attorney General
11 South Union Street
Montgomery, AL 36130-0152
(334) 242-7393

(334) 353-8440 (fax)
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EXHIBIT A

TECHNICATL ANAILYSIS QF ISSUES RELATED TO REVISIONS TO
THE PRICE REGULATION AND LOCAL COMPETITION PLAN
ANALYSIS OF MARKET COMPETITION AND PRODUCTIVITY ISSURS

Prepared by Marvin H. Kahn

I. Introduction.
Regulation remains necessary when competition has not
successfully emerged in the marketplace. The lack of

competition may result from the fact that it cannot thrive in
particular segments of the market or, alternatively it can, but
has not vyet successfully emerged to"the'point where it can be
relied wupon to discipline the incumbent’s action in the
marketplace. If unregulated, a firm with monopoly power - even
transitional monopoly power - can benefit by restricting output,
effecting the terms and conditions of sales and/or raising
prices to gain profit not available in a competitive
marketplace. The regulator must ensure that the regulated
entity operates with prices, terms and conditions for services
that do not reflect unchecked monopoly power. In Case No. 24499,
the PSC adopted & policy of price caps in place of traditional
rate of return regulation as @ mechanism by which it regulates
the actions of the local exchange companies in the state. The
Attorney General agrees that this is a reasonable approach to
regulation, especially in circumstances where the local exchange

company provides services in both competitive and non-



competitive markets. However, to be effective, the price caps
themselves must ensure that the prices charged are consistent
with public policy goals and a competitive outcome rather than
unchecked monopely power.

To accomplish that, where prices pertain to specific or
individual regulated products or services, it is necessary to
gauge the price cap relative to the underlying costs of the
service in gquestion, or alternatively to gauge the trend in
prices allowed by the price cap mechanism relative to the
expected trend in the cost of the underlying product or service
in question. In other instances, prices pertain not to
individual products, but rather to combinations or bundies of
products and services. Further, there are circumstances, and
circumstances that are increasingly common, where the bundles
are not made up exclusively of regulated products and services.
In that circumstance, a price cap or price ceiling per se cannot
be established. Nevertheless, the Commission has a
responsibility to ensure that the offering of the regulated
service is accomplished in a manner that remains consistent with
the underlying goals of regulations and policies of the PS5C.

ITI. Recommendations

Bundled Services. It is important that the regulatory

structure provide an opportunity for a market-based response,

where the market can be characterized as competitive. In

[



competitive markets such responses can be presumed to be in the
ratepayers’ best interest. At the same time, the regulatory
structure must address the possibility of anti-competitive
responses where the market structure is not yet competitive.

For instance, bundling can be fo the public advantage. I
the bundle were made up entirely of regulated products or
services, the PSC would have the responsibility to ensure that
the pricing, terms and conditions offered for the bundle were
reasonable. In today’s market, bundles often include
combinations of regulated and unregulated products and services.
The Attorney General believes that the PSC has a responsibility
and the authority to ensure that regulated ratepayers are
treated fairly and reasonably in terms of these bundles. To
ensure that competition in the regulated market place benefits
the ratepayer, the PSC must provide a foxumu to adjudicate
disputes between consumers and any regulated entity whenever a
regulated service is part of any service package.

Basic Service Offering. The PSC should require each of the

incumbent local exchange carriers to continue to offer local
flat rate service in a manner that is separate or unbundled from
other service offerings. While competition may promote service
bundling in the marketplace, there is a segment of the market,
particularly low-income households, that 1is interested in

obtaining local telephone service separate and apart from any of



the other features or functions that may be available. That
basic service package should be available and should be made
available at affordable rates.

Before turning to the specifics of the Attorney General's
proposals, we first examine the extent of competition in the
residential segment of the telephone service market. BellSouth
premises much of its proposal on the competitive nature of the
markets it serves. While there have Dbeen many changes in
telephone markets over the past several years, we show that the
incumbent local companies have maintained their dominance in the
residential segment of the market.

ITI. The Market for Residential and Small~Business Services Is

Not Competitive.

The Federal Telecommunications Act of 1996 announced a
national policy of turning to competitive market forces rather
than regulated monopoly to meet our telecommunications goals.
The Preamble explains that the Act is meant to !

...promote competition and reduce regulation in order to
secure lower prices and higher guality services for
American telecommunications consumers and encourage the
rapid deployment of new telecommunications technologies.

Currently, we are on that path leading from regulated

monopoly to competition. Based on recent experiences, the path

will probably not be straight and by all appearances may not be



short. In fact, as discussed further immediately below, it
appears that we are much closer to its beginning than to its
end. Supporting this view is the fact that BellSouth continues
to account for more than 87.5% for the market for residential
and small-business local telephone service.

Consider the following: The FCC reports that CLECs
nationwide provide approximately fifteen percent of the wireline
connections to the public switched telephons network, but in
Alabama CLECs provide only about 10 percent of the connections..
¢, 3 These figures are averages and pertain to service to all
customers and all customer classes, whereas competition is not
equally intense in each market segment. In Alabama, sixty-two
percent of CLEC lines serve large Dbusiness customers whereas
only seventeen percent of ILEC lines serve this customer

Y Thus, competition is far more advanced in the large

segment.
business (or “enterprise”} market  segment than in  the
residential and small-business (or “mass market”) segment. While
competition disciplines may some ILEC actions in the market for
large business services, that is not the case, or at least not

yet the case, in the residential and small-business segment of

that market. The same conclusions apply to BellSouth Alabama

: Preambie, Telecommunications Act of 1996, Pub. L No 104-104, 110 Stat. 56 (1996)

* FCC, Local Telephone Competition: Status as of June 30, 2003,
imp://www.fcc.gov/Bureaus/CommoramCan'ie:/Repo;ts/FCGStatemLink/IAD/lcom 1203 pd

5 Wireline demand is met by CLECs through the use of ILEC facilities (Resale, UNEs and special access) or CLEC
facilities (special access, fiber networks or coax)



operations, viz. BellSouth maintains a dominant share of the
market for residential and small business lines.

This Commission and the FCC have concluded that barriers to
entry into this market have been reduced, pursuant to Section
271 of the Telecommunications Act. However, it 1is essential to
recognize that “open to competition” 1is not the same as
“competitive.” Removing barriers to entry is a necessary first
step 1in the move from monopoly to competition, not its
culmination. For instance, the FCC reports that in June 2003
only seven CLECs were operating at material volumes in Alabama.’
Moreover, BellSouth has an 89.70% share of the wireline

connections provided to mass-market customers in its service

ferritory. If we add those who use wireless or voice over
internet protocol in place of wireline ~~ as opposed to those
who use it in addition to wireline - BellSouth has an B7.5%
share. BellSouth data and its market share are shown in Table

1. These data are derived largely from BellSouth and CLEC Form
477 reporits to the FCC.

As noted, these data and analysis go to not only wireline
but also to wireless presence in the market and the implications

thereof. CLECs can serve customers using ILEC facilities in the

* bid

3 Ibid . The FCC threshold for including a CLEC is that it provide at least 10,000 lines. Bellsouth suggests that
there are 70 CLECS authorized to operate in Alabama. See Petition of Bellsouth Telecommunications Inc. For The
Adoption of Metro Pricing Flexibility Plan. p, 3. Apparently, most of these are either not very active or not very
successful. In fact, some may not even be operating.




form of resale, UNE Loop (UNE-I, with CLEC switching) and UNE
Platform {UNE-P with ILEC switching) or their own facilities.
Data on the number of lines provided on a total resale and on a
UNE-P basis as well as the fraction of each that serve mass
market consumers are available from the BellSouth Form 477
Reports. Data on the number of loops provided on a UNE-L basis
are similarly available, but the breakout of the fraction
serving each customer class is not. Given that over half of
all CLEC lines serve enterprise customers and that resale and
UNE-P are used almost exclusively 'to serve mass-market
customers, its unlikely that anything but a small number of the
UNE-L are used to serve the mass market. To ensure that this
analysis does not understate the market share of CLECs or
overstate the BellSouth market share in the residential and
small business market‘segment, we have included one-third of the
UNE-L lines provided to CLECs in Alabama as being used to serve
residential and small business customers.

CLEC owned facilities are typically fiber optic rings,
special access lines or coax cable. Fiber rings and special
access are most frequently used to serve enterprise customers.
On the other hand, coax is used almost exclusively by the Cable
TV industry, which serves primarily residence and small business
customers. For the last several years between 45 and 50

percent of CLEC owned lines have served residential and small



business customers.® We have included as coax in Table 1 fifty
percent of the CLEC owned facilities in place in Alabama, even
though & portion of these facilities may serve customers outside
the BellSouth service area. Using the 50 percent allocation
ensures that the BellSouth market share 1is not overstated.
Considering CLECs use of ILEC lines and of CLEC owned lines, we
estimate that BellSouth has an almost ninety percent share of
the wireline market for residential and small business customers
in Alabama.

There are two other service platforms to consider: wireless
and voice over internet protocol. While there is ample evidence
toc suggest that wireless could be or might be a potential
competitor to wireline that is not the case today and is likely
not to be the case in the near future. For instance, in 2002,
approximately 60% of the households nationwide had one or more
wireless phones.7 Estimates place the number of households using
a wireless phone in place of their main wireline phone as high
as 1.2 percent® and the number of subscribers viewing their

wireless as their primary phone as high as 3 to 5 percent.’

8 FCC Local Telephone Competition, June 2003,

7FCC, Annual Report and Analysis of Competitive Market Conditions With Respect to Commercial Mobile
Services, Seventh Report, 2002, 17 FCC Red 12985, 13016. (Seventh Wireless Report)

$FCC, Universal Service Monitoring Report, 2003, p. 6-2. The estimate was prepared by the Department of Census
from its Current Population Reports The FCC chose not to rely on this in its Telephone Subsctibership analysis,
presumably because of concerns regarding statistical reliability.

® Seventh Wireless Report, op cir 13017.



in its most recent Triennial UNE Review, the FCC considered
these and other similar facts in assessing the importance of
wireless as a substitute r to wireline in the residential and
small Dbusiness segment of the telephone market. The FCC
recognized that wireless use was widespread and that it has the
technical capability of being used in place of a wireline
connection, guality of service and price differences, among
other factors, were sufficient to prevent wireless from being a
viahle alternative &t this time. As the FCC described it
wireless had not yet “blcossomed into a full substitute for
wireline telephony”lﬁ Furthermore, it should be noted that
BellSouth offers packages that integrate its wireless and
wireline services by allowing wireless calls to be forwarded to
the wireline call with no charge for wireless minutes. The
quality of service and price differentials and this type of
integration suggest that Ehe relationship between wireless and
wireline may be better described as one of compliments rather
than one of substitutes.

Recognizing that some subscribers probably do take wireless
in place of wireline as their main telephone and others may use
it in place of second lines, we have included an estimate of

wireless penetration in this market in place of wire lines. Our

10 Report and Order and Order on Remand and Further Notice of Proposed Rulemaking, In the Matter of Review of
Section 251 Unbundling Obligations of Incumbent Local Exchange Carriers, CC Docket No. 01-338 er. al
FCC 03-36. (Triennial Review Order) para 245



estimate is three percent of households, a figure that is
approximately the mid point of the estimates of wireless
substitution provided above.

Voice over IP (VoIP) is another technology that can bypass
portions of the telephone network and provide
telecommunications. YoIP is not an infrastructure, but rather
a form of voice carriage using packet rather than circulit
switching, and performs best when operating over a broadband
connection. As such, VoIP can ride on any of several
infrastructures, including traditional telephone lines. In fact,
BellSouth has recently announced its intention to devote
substantial resources to the development of VoIP technology as a
delivery system within its network.'’

Relying on broadband means that VoIP could be used on a DSL
or on a cable iine. If used in conjunction with DSL, there is
no bypass as BellSouth continues to provide full carriage. To
the extent that VoIP is used over a cable television system, we
have included cable lines in the analysis already.
Consequently, no material impact of VoIP on the market, separate

from DSL and cable lines, can be expected.

L eRBelisouth To Ramp Up VoIP Services for Business Customers”,

http/fwww . techweb com/wire/story/TWB20031030S0012; *“Bellsouth Harnesses the Power of Voice Over [P,
Fortifying E-Platform Evolution, hitp://newsroom.cisco.com/dlls/corp_060401b.hitml; “BellSouth Delivers the
Package”, htp://www destinationcrm com/articles/default asp? ArticleID=35812
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Considering both wireline and the alternatives to wireline,
the BellSouth market share is estimated to be approximately
87.54 percent.

Competition may or may not increase over time. The 1996
Act anticipated that cable TV would almest immediately provide
the second wire into the house. That still has not happened.
For whatever reason CLEC have not been the force their numbers
initially suggested. And, to date none of the RBOCs have
entered in any substantial way the service territory of other
RBOCs. The PSC should attempt to provide flexibility
consistent with the extent of competition. Competition has not
yet emerged in the residential market segment, as Bell retains a
dominant market share.

IV. Basic Service Pricing

The Attorney General proposes that a basic service offering
at affordable prices be a reguirad component of any regulatory
structure. Specifically, the Attorney General proposes that
hasic service prices be retained at current rates for the next
three years and after that be allowed to increase by no more
than one-half the rate of inflation as n@asuxéd by the Gross
Domestic Product Price Index (GDPPI). Furthermore, if the PSC
chooses to approve the BellSouth Special Recovery of
Extraordinary Governmental Actions provision, it should not

apply this provision to basic services.
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The Attorney General’s Proposal 1is reasonable in light of
BellSouth and industry trends in costs and financial ability to
modernize its network.

The PSC recognized in Docket No. 24498, et. al. the
importance of productivity generated cost offsets in setting LEC
prices. In its 1895 Local Competition Order, the PSC
established specific price changes for the first five years of
the plan and after that limited basic service price increases
to the rate of dinflation less a three percent productivity
offset for BellSouth and the rate of ' inflation less a one
percent productivity offset for all other local exchange
companles

Productivity growth serves as an offset against costs
incurred. If prices paid by a telephone company increased on
average, by, say three percent and productivity also increased
by three percent, then unit costs would remain unchanged. In
other words, even though the prices paid for inputs into its
production process have gone up, the telephone company in this
circumstance can continue to provide service with no change in
rates and continue to be as profitable. If productivity
outpaces the rate at which the prices paid for inputs into the
production process increase, then either (a) service prices can
remain unchanged and profitability will increase or (b) service

prices can be reduced and profitability remain unchanged. For



this reason, regulators have relied on measures of productivity
growth experienced by the telephone companies to determine the
extent to which prices may increase or need to decrease to
remain reasonable.

Productivity in  the  telecommunications  industry  has
remained strong since 1995, even with dramatic changes in the
U.s. economy. and in the telecommunications industry. The
total Factor Productivity (TFP) growth experienced by BellSouth
exceeded 3.24 percent per year over this period.'® See Table 2.
In other words, unless the rate of inflation for the goods and
services used by BellSouth to produce telephone services exceeds
3.24 percent per year, there will be no need for BellSouth to
increase prices for its regulated services to be able to fully
recover ail costs incurred and maintain its level of
profitability.

This rate of productivity advance is indeed significant for
several reasons. First, the rate of productivity growth
experienced by telephone companies has regularly outpaced that
experienced by the ecenomy as & whole. For instance, over this
same time period the rate of multi factor productivity growth
experienced for the U.S. economy as a whole averaged 0.8

percent. See Table 3. Second, 1996-2002 was a time period in

"2 The derivation of total factor productivity for BellSouth Alabama operations drawing on information provided by
BellSouth in its ARMIS Reports to the FCC is presented below.
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which the market for local telephone services was opened to
competition. Conseqguently, there is no reason to expect that
BellSouth will be incapable of maintaining this rate of
productivity advance over the next several years, at least.
Third, technological change continues to be commonplace in the
telecommunicaticns industry. Recent anncuncements regarding the
deployment of fiber in the local network and the expanded use of
VoIP as a means of carrying voice and data messages underscore
the probable magnitude of this trend. Fourth, the rate of
inflation is expected to remain at low levels for the near and
intermediate term*, Bellsouth’'s rate of productivity growth is
expected to remain above the rate of inflation for the next
several years anyway. That suggests that the prices paid by
BellSouth for its dinputs intc its production process are not
likely to increase by as much as the rate of productivity
growth. Stated differently, BellSouth is likely to be in a
declining cost situation over the next several years at least.
Being mindful that projections of future rates of inflation
are always speculative, the Attorney General proposes only that
rates for local service remain unchanged - as opposed to be

decreased - over the next several years and that price increases

¥ When recently asked if Federal Reserve officials were worried that several quarters of rapid economic growth
could cause a burst of inflation, Federal Reserve Chairman Alan Greenspan responded that the Federal Reserve
could be “patient” http://www.washingtonpost com/wp-dyn/articies/A51232-2004]an3 html
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beyond that be limited to one half the rate of inflation,
recognizing a productivity offset.

The PS3C identified‘its objectives for price regulation for
local competition to include the  encouragement of the
introduction of new technology and medern services in all areas
of Alabama, both urban and rural. The Attorney General
proposal is consistent with that objective. Specifically, an
examination of BellSouth’s financials indicate that it does not
need higher prices in order to generate revenues that would
allow it to undertitake additional investments, For instance,
BellSouth’s current rate of depreciation accrual is sufficient
to fully finance the rate of its investment in network
facilities over the last several years. As shown in Table 4,
the depreciation expenses accrued annually from 1996 through
2002 have been sufficient to fund between ninety-six percent and
ninety-eight percent of the total investment undertaken by
BellSouth during that time period. Outside financing was not
critical to meeting BellScuth’s infrastructure requirements.

In addition, BellSouth’s earnings capability, even during a
period when its markets were opened to competition, demonstrates
its ability fo continue to generate dinternal funds to meet
investment requirements. In Table 5, we show BellSouth

operating revenues, operating expenses and the residual, which
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we refer to as property income, is the amount available for
interest, dividend payments, return to stockholders and taxes.
We also show BellSouth’s investment and the property income as
a percentage of that investment for each of these years.

For purposes of this analysis, we select the first year of
a plan initiated in Docket No. 24493 as the base period. We
accept the 1996 earnings level as reasonable, and use it as a
benchmark for earnings throughout 1996~ 2002 period. As
indicated here, in 1987 property income as a percent of
investment 1fell below the 1996 1level, and rose above that
benchmark in 1998 and remained above it through 2002. In short,
BellSouth’s ability to generate sufficient revenues to meet
financial requirements will not be jeopardized by the Attorney
General’s proposal for the pricing of basic services.

The Attorney General’s proposal does not reguire that rates
for basic services benefit from cost reductions expected to
occur over the next few years. Instead this proposal accepts
existing rates as reasonable and generally affordable, and
attempts only to ensure that these rates remain affordable going
forward. Had the proposal been strictly cost based, calling for
rate reductions whenever costs fall, the BellSouth Special
Recovery proposal would be reasonable. With 1t, rate changes

would be tied to (1) the difference between inflation and

" ALPSC Docket 24499 Report and Order, p 3
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productivity growth to capture <the effects of general cost
trends and (2) a factor such as the BellScuth Special Provision
which would pick up the effect of narrowly focused, industry or
region specific cost changes. However, the Attorney General'’s
proposal is not strictly cost based, in that basic service rates
can increase even when costs decrease. In this context, the
BellSouth Special Provision is simply another scurce of rate
increases. The provision is wholly arbitrary and should not be

approved.

BellSouth Alabama Total Factor Productivity

Productivity is a measure of output per unit input, and
productivity growth is a measure of the change in output over
time relative to the change in inputs over time. Total factor
productivity or TFP encompasses all the inputs used in the
production process and in that manner captures the productivity
advance associated with each of the inputs used. Productivity
growth is of interest in the regulated rate setting process in
that it provides a basis for determining the expected cost and
cost trends of the regulated entity. Firms and industries
that experience the highest rates of productivity advance tend
to also experience the lowest rates of cost increase, and in a
competitive market place, the lowest rates of price increase. In

fact, firms or industries that experience productivity growth
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that outpaces the increase in prices paid for inputs into its
production process experience absolute cost decreases.

The productivity growth experienced by the telephone
industry has consistently outpaced productivity growth in other
industries and in the economy overall. As such, cost increases

in the telephone industry have generally been less than the

national average and on many occasions (especially when
inflation has been modest) there have been absolute cost
decreases.

As noted above, productivity growfh is defined as the
growth of outputs from a production process relative to the
growth of inputs used in that same production process. A
productivity calculation for BellSouth Alabama for the years
1996 through the 2002 {the most recent date for which data are
available) is in Table 6. This analysis was performed without
the benefit of discovery and, therefore, relied strictly on
publicly available data. Specifically, the data utilized were
derived primarily from the BellSouth ABRMIS Reports to the Fce,

Derivation of OQutputs

The derivation of output and output growth begins with
revenue data. Revenue growth is the change in outputs plus the

change in prices charged for those outputs. If the revenue

** In the event that the PSC chooses to hold hearings on these matters, the Attorney General will seek discovery
allowing it to make more detailed and more accurate assessments of revenue changes o be included in this analysis
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stream is adjusted by eliminating or accounting for price
changes, then this price adjusted revenue stream provides a
first proxy for the changes in output over time.

Data on annual revenues are from the ARMIS Joint Cost
Report, 43-03. Data on the revenue impact of wvarious BellSouth
rate changes are reported as “significant changes,” in the ARMIS
USOA Report 43-02. BellSouth reports the revenue impact of its
changes to intrastate rates and tariffs on a state specific
basis and the revenue impact of changes to 1its interstate
charges on a region wide basis. Not having information on the
state specific impact of region wide revenue changes, we
excluded these from the analysis. As a result, not all rate
changes have been included in the analysis. This is important
since access charges were regularly reduced over this time
period, which means that revenue reductions from rate changes
have been excluded from the analysis and that the rate of output
growth exceeds the rate of growth shown for the price adjusted
revenue stream. The intrastate revenue adjustment derived from
the information in the ARMIS 43-02 Reports are shown as “revenue
adjustments” in Table 6. The levels and growth in price-
adjusted revenues for 1996 and 2002 are shown.

Dexivation of Expenses

The growth rate of expenses over time is egual to the

growth in the volume of inputs intc the production process plus
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the growth in the prices paid by BellSouth for these inputs,
Measuring total dollar expenditures and controlling for price
changes by BellSouth provides a first proxy for the growth in
inputs over time

Traditionally in telephone productivity analysis, inputs
are labor, capital and materials. BellSouth reports labor,
materials and depreciation expenses as operating expenses in 1its
ARMIS Reports. To complete the analysis of total expenses, we
must add to operating expenses a measure of capital costs
including return to stockholders, interest and taxes.

For purposes of this analysis, we use the capital cost
realized by BellSouth in 1996, the {first year of the recent
price cap plan, expressed as a p@rcent of net plant, as a
benchmark. Specifically, we calculate the actual interest,
return and taxes for BellScuth from its ARMIS Report filing and
express that as a percentage of net investment. That percentage
of net investment is then used as the appropriate capital cost
for each year in the analysis, the year 2002 in this particular
instance.*® The sum of operating expenses and capital costs
provides our measure of total expenses for the years 1896 and

2002. We deflate these expenses by the gross domestic product

16 Using the same measure of return for the entire period 1996 though 2002 presumes no change in the underlying
cost of capital over this time period If, the cost of capital declines over this time period, as the Attorney General
believes it has, the measure of expenses and expense growth used here is higher than it would be with a more
accurate cajculation. The result is to overstate the growth in Bellsouth expenses and correspondingly understate the
rate of productivity growth
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price index (GDPPI), a broad based price index representing the
average change in prices throughout the economy, to account for
price increases to Bellsouth inputs. BellSouth in testimony
before state and federal regulatory authorities has regularly
taken the position that the rate of inflation or price changes
for inputs used by the telephone dindustry has not been
significantly different than the rate of inflation experienced
nationwide as measured by the GDPPI.. That 1is, GDPPI can be
used as a first proxy for the rate of price increase experienced
by BellSouth for the inputs used in its production process.
The annual growth in inputs, measured as deflated expenses, is
also shown.

Finally, the comparison of the growth in outputs and inputs
is shown and the growth in TFP over this period is calculated.

V. The P8SC Must Take Responsibility for the Bundling of

Regulated and Unregulated Services.

rPackages or bundles of services, where Two oI more distinct
services are offered as one service at a single price, are
becoming increasingly commonplace. At one time, LECs offered
bundles made up primarily of basic local exchange and vertical
services. With traditional long distance carriers entering the
local service market and with the ILECs gaining entry into the
long distance market, long distance services are being bundled

with local services. In today’s market- place, bundles include



not only these services, but also DSL and wireless services,
among others.

There is reason to suspect that bundles will be more
popular with residential and small business customers than with
large business customers. Large business customers often have
specific technical requirements associated with their services,
--whether local, long distance, broadband or wireless —~- which a
bundle of standard services is not likely to meet. In addition,
the volumes of service taken by large business customers may
well make it worth their while to contract for these services
individually. Residential and small business customers could
readily see the advantage of “one stop shopping,” with one bill
to pay, one phone number te call for service and one supplier
with whom to deal. As such, it is likely to be the small rather
than the large customers who are most attracted to bundled
service packages.

While bundled service packages may indeed offer benefits to
consumers, there are also concerns that must be recognized.
Specifically, the customer has to deal with the bundle as if it
were a single service and not as a package made up of individual
regulated and individual unregulated components., Issues with
regard to billing, service guality, or contract terms are
subject to the terms in the package, not to the tariffs on file

with the PSC. In essence, at the present time, 1f a customex



takes a bundled service package made up of regulated and
unregulated services, the customer gives up certain rights and
PSC protections.

While the PSC should promote the opportunity for a
competitive market response, it must at the same time limit the
opportunity for anticompetitive responses. For instance, the PSC
or its staff has the opportunity to review the cost associated
with any regulated service or bundle of regulated services
offered. This is the case of the service or package offered
pursuant to the company’s tariffs or its Contract Service
Arrangement (csay .Y 1f, however, a bundle includes both
regulated and unregulated services, the same set of requirements
do not currently apply to all services included in that
package. Unless the PSC or its staff has the opportunity to
review the costs of the regulated as well as the unregulated
services, the concerns raised with regard to prices relative to
costs simply cannot Dbe addressed, Tt would be incomplete
regulation if the policy concerns that led to the reguirement
that cost information be made available are not addressed in the
instance where a package is made up of both regulated and
unregulated services.

An appropriate regulatory framework is one that grants LECs

flexibility consistent with the extent of competition in the
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marketplace. This type of framework provides LECs with the
ability to offer services and service packages and to offer them
at prices that are responsive to customer needs, while at the
same time ensuring that LECs do not use flexibility to deter
sfficient entry or engage in predatory behavior and do not
unreasonably increase rates or set service terms for customers
that lack competitive alternatives.

If all regulated and all unregulated services were offered
in workably competitive markets there would be few concerns
raised by the bundling of regulated and unregulated services.
The markets for basic telephone services are just emerging from
monopely positions and are not fully competitive at this point.
Consequently, it would be most inappropriate for ratepayers to
have to give up the right of PSC protection if they chcoose to
take a package made up of both regulated and unregulated
services.

The Attorney General is not suggesting that the bundling of
regulated and unregulated services not be allcowed, Indeed,
pundling can, with the proper market protections, be in the
ratepayer’s Dbest interest. The Attorney General instead
suggests that the appropriate protections be put in place.
Specifically, the Attorney General proposes that the PSC must

provide a forum <for the adjudication of disputes between

7 Relisouth Metro Proposal, op. cit, Exhibit 1, p.7.



consumers or competitors and any ILEC whenever the regulated

service is part of any service package.



Table 1
Bellsouth Market Share
Switched Access Lines
Residential and Small Business Market Segment

December 2002
Bellsouth £nd :
Users 1,455,510
CLEC Lines from Other
Carriers
Resold Lines 37,186
UNE _Loop (CLEC Switching) 4,880
UNE-P (ILEC Switching) 106,979
CLEC Owned Lines ‘
Coax 18,164
Wireless 40,122
Voice over Internet Protocal #
Subtotal Wirelines 1,622,720
Total Lines 1,662,842

Bellsouth Share
Wireline B89.70%
Total Market B7 53%

Notes: #, less than 1%
Bellsouth and CLEC Lines, FCC Form
Source: 477
Coax, estimated as 50% of all CLEC owned lines,
FCC Local Telephone Competition: Status
as of June 2003
estimated as 3% of
Wirgless, households




Table 2
BellSouth Alabama Productivity
TFP Growth 1996-2002

($millions)
Annual
1996 2002 Growth
Total Qutput 1,195 1,393 2.56%
Total nput 1,188 1,138 -0.68%
TFP
Growth 3.24%

I




Table 3 _
US Multifactor Productivity
Growth Rates

1996-2001
Date Rate
1996 1 4%
1897 10%
1988 1.2%
1999 0.7%
2000 1.4%
2001 -1 0%
Average 0.8%

Source: htzp:h’dataJ:)ls,gov/servleUSurveyOutputServiet
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Table 4

Bellsouth Depreciation Accruals as a Percent

Year

1908
1997
1998
1999
2000
2001
2002

Totals

of Plant Additions
1996-2002
($ thousands)

Plant Depreciation
Additions Accruals

336,700 308,919

344,272 321,613

327,492 345,149

320,766 317,674

305,850 322‘.606

383,856 342,236

254,264 360,685
2,363,418 2,318,782

Percent

91.75%
93.42%
105.39%
98 00%
B147%
89.13%
141.85%

98 11%

v




Property Income

{$)
Net Investment

Propery Income
(%0}

Noies:

Source:

Table 5
BellSouth Earnings
Property Income 1996-2002

2002 2001 2000 1989 1988 1997

520,608 565772 622,045 498,875 434835 394,916

1,726,400 1,830,604 1,837,304 1779354 1782456 1,844,873

30.16% 30.76% 33 85% 28.04% 24 40% 2141%

Net Investment calculated as TPIS less accumulated depreciation,
accumulated amortizations and deferred taxes

Property Income is calculatred as opertaing revenues less total operating
expenses, including depreciation It is the income or return available for
interest, dividends, return to stockheolders and taxes.

ARMIS Reports

1996

435,070

1,891,108

23.01%




Table 6
BellSouth Alabama Productivity
Total Factor Productivity (TFP)

Total Output Annual
1996 2002 Growth

Total Operating Revenues 1,185,520 1,382,621

Revenue Changes From Price

Changes -8,251 -10,086

Total Qutput/Price Adjusted

Revenues 1,194,771 1,392,717 2 56%

Total Input

Total Operaling Expenses 750,450 862,013

Total Return 435,070 397,177

Total Expenses 1,185,520 " 1,259,190

GDP-PI 100.0 1107

Total Input/Price Adjusted Expenses 1,185,520 1,137,917 -(1.68%

Net Investment 1,891,108 1,726,400

Required Return (%) 2301% 2301%

Required Return (§) 435,070 387477

TFP Growth 324%

Source: Revenue, Expense and Investmnet data from ARMIS Reports

GDP-P| from US Department of Labor, BLS
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